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PREFACE 


The  research  for  this  report  was  supported  by  a  grant  from  the  Robert 
Wood  Johnson  Foundation.     It  is  part  of  a  larger  Johnson  project  which  will 
examine  the  root  causes  behind  the  recent  deceleration  in  U.S.  hospital 
expenditures.     It  is  our  hope  that  this  survey  will  be  a  useful  resource  to 
government  policymakers  and  analysts,  and  will  contribute  to  an  improved 
understanding  of  the  nature  of  Medicaid  cost  containment  strategies. 

The  compilation  and  analysis  of  the  data  in  this  survey  was  done  by  Susan 
S.  Laudicina,  consultant  to  The  Urban  Institute.     Much  of  the  data  related  to 
state  Medicaid  hospital  reimbursement  programs  was  furnished  by  the  Health 
Care  Financing  Administration  and  the  Intergovernmental  Health  Policy  Project. 
We  are  grateful  to  all  of  the  HCFA  staff  members,   both  in  the  central  and  the 
regional  offices,  who  lent  their  time  and  assistance  to  clarify  the  intricacies 
of  state  Medicaid  laws  and  regulations.     We  also  appreciate  the  contribution 
and  assistance  of  Richard  E.  Merritt,  Director  of  the  IHPP ,  in  sharing 
information  and  supporting  the  publication  of  this  document. 

Other  individuals  also  made  important  contributions  to  this  report. 
Stephen  Zuckerman  of  The  Urban  Institute  provided  essential  editing 
assistance.     Marianna  Diggs  and  Joan  Sanders  provided  excellent  secretarial 
and  production  assistance  in  preparing  numerous  drafts  of  this  report. 

John  Holahan 
Director 

Health  Policy  Center 
The  Urban  Institute 


OVERVIEW 

The  five-year  period  since  1980  has  witnessed  a  sweeping  reversal  of 
priorities  and  strategies  in  the  administration  of  public  health  insurance 
programs  in  the  United  States.     This  fifty-state  survey  compares  in  detail  the 
evolution  of  Medicaid  and  other  reimbursement  systems  for  inpatient  hospital 
services . 

Looking  at  1980,  one  is  most  struck  by  the  dominant  influence  of  the 
Medicare  program  on  payment  for  hospital  services  for  low-income  Medicaid 
patients.     Forty  states  employed  Medicare  retrospective  cost-based  principles 
as  the  standard  for  their  Medicaid  programs.     Just  three  years  later,  in 
January  1983,  the  number  had  dwindled  to  25;  and  by  June  of  1985  the  total  had 
declined  to  the  point  where  today  only  14  states  allow  Medicare  principles  to 
govern  payment  for  inpatient  hospital  services  under  their  Medicaid  programs. 
Moreover,  the  number  will  certainly  fall  further,  as  several  of  these  states 
have  expressed  the  intention  to  adopt  alternative  reimbursement  systems. 

In  dollar  terms,   this  evolution  is  quite  striking.     At  the  start  of 
federal  fiscal  year  1980,  Medicaid  expenditures  for  inpatient  general  hospital 
services  in  states  with  alternative  payment  schemes  represented  just  38  per- 
cent of  total  Medicaid  expenditures  nationwide.     By  the  end  of  fiscal  year 
1984,  this  amount  had  grown  to  90  percent  of  the  total. 

Table  1  illustrates  this  phenomenon  in  comparative  terms.     While  retro- 
spective payment  systems  prevailed  in  41  states  at  the  beginning  of  1980,  the 
reverse  is  true  today:     prospective  payment  is  practiced  under  Medicaid  in  34 
states . 

The  prospective  reimbursement  system  that  has  experienced  the  greatest 
increase  is  one  which  applies  simple  rate  of  increase  controls  to  allowable 


Table  1 


Evolution  of  Medicaid  Inpatient 
Hospital  Reimbursement  Systems 


Type  of  System 


January 
1980 


January 
1983 


June 
1985 


A)    Medicare  Retrospective 
Cost-Based  Principles 


40  states  25  states  14  states 


B)     Prospective  Budget  Review 


5  states 


3  states 


2  states' 


C)    Prospective  Rate  of 
Increase  Controls 
—  (with  peer  group 
cost  ceilings) 


5  states 
(3) 


15  states 
(8) 


23  states 
(10) 


D)     Retrospective  Rate  of 
Increase  Controls^ 


1  state 


4  states 


4  states 


E)    Prospective  Case  Mix 
System 


2  states 


2  states 


7  states 


F)  Negotiation/Contracting 


1  state 


3  states 


5  states 


Does  not  add  to  50  states  plus  District  of  Columbia  because  some  states 
employ  different  systems  for  different  hospitals. 

2 

Budget  review  can  be  performed  in  Maryland  and  New  Jersey  in  response  to 
a  provider's  appeal  of  its  rate;  this  contingency  arises  only  infrequently. 

3 

This  system  differs  from  category  "C"  system  in  that  it  makes  an  end-of- 
year  final  settlement. 


base  year  costs.  In  addition,  two  other  systems  have  developed  widely  in  the 
past  five  years:  negotiation  or  fixed  contracting  schemes,  and  prospective 
case  mix  systems.  The  latter  provides  an  example  of  a  model  which  enjoys 
growing  popularity.  At  present,  seven  states  use  a  case  mix  payment  system 
based  on  diagnostic-related  groupings  (DRGs)  or  a  state-developed  classifi- 
cation scheme  of  illness  categories;  and  several  more  will  adopt  one  within 
the  coming  year. 

These  local  trends  are  paralleled  closely  by  several  national  develop- 
ments in  hospital  reimbursement.     During  the  period  from  1980  to  1982, 
Congress  enacted  the  following  legislation:     (1)  reductions  to  the  rate  of 
increase  in  federal  payments  to  Medicaid;   and  (2)  the  Omnibus  Budget  Recon- 
ciliation Act  of  1981  (OBRA)  which  greatly  enhanced  the  ability  of  states  to 
digress  from  traditional  Medicare  retrospective  payment  practices.  These 
measures  were  followed  by  a  second  period  of  Congressional  activity  reforming 
the  Medicare  program  itself:     (1)  the  Tax  Equity  and  Fiscal  Responsibility  Act 
of  1982  (TEFRA)  mandated  stricter,  more  comprehensive  limits  to  reimbursement 
for  inpatient  hospital  services;  and  (2)  the  adoption  of  the  Medicare  Prospec- 
tive Payment  System  (PPS)  in  1983  employing  DRGs  to  determine  prospective  case 
per  discharge  amounts.     All  of  these  steps  have  contributed  to  the  economic 
and  political  pressures  on  states  to  adopt  alternative  hospital  reimbursement 
strategies  in  their  Medicaid  programs. 

Turning  to  Table  2,  one  sees  how  states  have  responded  to  these  incen- 
tives in  terms  of  adopting  new  units  of  payment  designed  to  promote  the  more 
cost-conscious  delivery  of  inpatient  hospital  services.     Clearly,  the  retro- 
spective per  diem  has  become  a  vanishing  species:     once  in  use  in  40  states, 
now  only  found  in  14.     The  most  frequently  employed  payment  units  are  the 


Table  2 


Evolution  of  Medicaid  Inpatient 
Hospital  Reimbursement  Systems 


Unit  of  Payment 


January 
1980 


January 
1983 


June 
1985 


A)     Retrospective  Per  Diem 


40  states  26  states  14  states 


B)    Prospective  Per  Diem 


7  states  14  states  21  states 


C)    Retrospective  Per  Case 


1  states  4  states  4  states 


D)    Prospective  Per  Case 


2  states  4  states  13  states 


E)    Global  (percentage  of  charges) 
or  Other 


2  states  5  states  5  states 


Does  not  add  to  50  states  plus  District  of  Columbia  because  some  states 


employ  different  systems  for  different  hospitals. 


prospective  per  diem  and  some  form  of  prospective  per  case  rate,  either  on  a 
simple  per  admission  basis  or  a  discharge  diagnosis  basis. 

As  one  considers  the  nature  of  the  growth  in  prospective  or  other 
alternative  payment  programs  under  Medicaid,  one  is  struck  by  their  growing 
sophistication  and  technical  competence.     Special  provisions  designed  to 
correct  the  perceived  shortcomings  of  earlier,  more  simplistic  systems  have 
become  the  norm,  as  highlighted  in  Table  3.     For  instance,  payment  rates  are 
currently  adjusted  for  the  impact  of  inflation  in  34  programs,  virtually  every 
alternative  state.     Complex  adjustments  for  changes  in  volume  as  well  as 
changes  in  projected  case  mix  intensity  are  now  common  in  a  number  of  states 
which  do  not  adhere  to  traditional  Medicare  cost  principles.     In  addition,  24 
state  Medicaid  programs  have  developed  special  adjustments  which  recognize 
costs  associated  with  the  provision  of  uncompensated  care  which  undermines  the 
financial  stability  of  facilities. 

Finally,   this  comparative  analysis  examines  the  growth  of  alternatives  to 
retrospective  hospital  reimbursement  for  other  payers  in  addition  to  Medicaid. 
In  particular,  the  presence  of  all-payer  systems  has  been  a  familiar  landmark 
in  the  health  delivery  system  since  at  least  1980.     Their  numbers  have 
remained  steady  at  three  or  four,  with  the  exact  composition  of  states  varying 
from  time  to  time.     However,  within  the  coming  year  there  could  be  a  jump  in 
their  size  from  the  current  four  (Maryland,  Massachusetts,  New  Jersey,  and  New 
York)  to  a  total  of  seven  or  eight  (with  the  addition  of  Connecticut,  Maine, 
Washington,  and  West  Virginia).     Each  of  the  latter  states  has  expressed  the 
intention  of  applying  for  federal  Medicare  and  Medicaid  waivers  to  add  these 
payers  to  their  ongoing  systems. 


Table  3 


Special  Provisions  of  Medicaid  Alternative  Inpatient 
Hospital  Reimbursement  Systems 


Program  Mechanism 


January  January 
1980  *  1983 


June 
1985 


A)     Inflation  Adjustment 


states  23  states  34  states 


B)    Volume  Adjustment 


states  13  states  13  states 


C)     Case  Mix  Adjustment 


2  states  8  states  12  states 


D)     Uncompensated  Care 
Adjustment 


2  states  14  states  24  states 


E)     Occupancy  Adjustment 


2  states  5  states  8  states 


Organization  of  State  Medicaid  Tables 

The  following  51  tables  are  arranged  alphabetically,  and  provide  a 
detailed  breakdown  of  each  state  Medicaid  agency's  hospital  reimbursement 
practices  for  inpatient  services  over  the  period  January  1980  to  June  1985. 
In  those  states  with  a  Medicaid  alternative  payment  scheme,   federal  regula- 
tions require  that  final  aggregate  payments  to  hospitals  do  not  exceed  the 
amount  that  would  have  been  paid  under  Medicare  principles  of  provider 
reimbursement  in  effect  at  the  time,  or  the  level  of  a  provider's  customary 
charges . 

In  the  column  labeled  "Adjustments,"  all  significant  adjustments  to  a 
hospital's  payment  rate  allowed  under  a  state  Medicaid  agency's  rules  are  set 
forth.     Excluded  are  minor  adjustments  or  exceptions  based  on  such  variables 
as  mechanical  errors  in  cost  report  data,  costs  associated  with  certificate- 
of-need-approved  alterations,  costs  associated  with  the  carrying  out  of 
federal  regulations  in  general,  e.g.,  life  and  safety  codes,  and  costs  arising 
from  circumstances  beyond  a  provider's  control. 

Under  the  column  heading  "Payers  Included,"  the  total  number  of  hospitals 
in  each  state  which  are  covered  by  the  alternative  reimbursement  system  is 
indicated.     For  the  most  part,   these  participating  facilities  are  limited  to 
short-term,  acute-care  community  hospitals.     In  a  few  states,  other  providers 
such  as  psychiatric  institutions  may  be  covered  also. 

The  last  column  is  entitled  "Utilization  Controls."     It  describes 
existing  state  Medicaid  regulations  which,  while  generally  not  a  part  of  the 
reimbursement  program  per  se ,  could  impact  significantly  upon  the  level  of 
payment  received  by  hospitals. 


ABBREVIATIONS 


ALOS  Average  Length  of  Stay 

BLS  Bureau  of  Labor  Statistics 

CON  Certificate  of  Need 

CPI  Consumer  Price  Index 

DRG  Diagnostic-Related  Groupings 

DRI  Data  Resources,  Inc. 

EPSDT  Early  and  Periodic  Screening,  Diagnosis 

and  Treatment  Program;  required  for  minors 
under  Medicaid 

HAS  Hospital  Administrative  Services  -  Special 

Group  Report 

PAS  Professional  Activities  Study 

PPI  Producer  Price  Index 

PSRO/PRO        Professional  Standards  Review  Organizations; 

reorganized  as  Peer  Review  Organizations 

SMSA  Standard  Metropolitan  Statistical  Area 

WPI  Wholesale  Price  Index 


PROFILES    OF    STATE  MEDICAID 
INPATIENT    HOSPITAL    REIMBURSEMENT  SYSTEMS 
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